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SOME GENERAL PRINCIPLES AFFECTING RESIDENTIAL RENTS 


VERY residential building is built at some certain cost. The rent which it 

; bring if it is rented does not bear any fixed relationship to this cost. In 

the initial period it may bring a very low rental or it may bring a high rent- 

al, depending on business conditions. When it is new and has no depreciation or 

obsolescence it may rent for half as much as it may rent for twenty years later 
when depreciation and obsolescence are considerable. 


What are the general principles which determine the levels of residential 
rents, and how can they be predicted? 


In the following pages I have attempted to outline some of the more significant 
factors, Ina free market without rent control, rents are determined solely for 
any type of property at any time in any given community by the relationship in 
that community of the supply of the type of property in question to the demand for 
it. Original cost has nothing to do with the level of rent which can be secured, 
nor does the cost of operation, nor the level of taxes. Nothing except the relation- 
ship of supply and demand at any given time determines the amount for whicha 
piece of property will rent. 


While this is true for the short period, over the long period the principal fac- 
tors which affect rents are replacement cost, land cost, operating cost, taxes, fi- 
nancing costs, and interest rates. All of these combine on a new building into 
what might be called the monthly cost of ownership. If the monthly cost of owner- 
ship of new additions which must be added to the supply to take care of demand is 
high, rents will be high, and if the monthly cost of ownership of the additions 
necessary to take care of the demand is low, rents will be low not only on the new 
buildings built at that time but on all existing buildings, regardless of the cost at 
the time of their construction. 


A normal rent at any time is a rent sufficient to attract enough capital into the 
construction of new rental housing. Normal rent will fluctuate with capital cost, 
money cost, maintenance cost, taxes and management cost. If rents are below 
normal, building will not start in volume until they rise. If rents are above nor- 
mal, building will be active and will continue in volume until a surplus is pro- 
duced, 


An increase in income in the United States is followed by an increase in rents, 
as the first effect of an increase in income is to increase demand for housing. If 
housing were merely shelter, this would not necessarily be true, but housing is 
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much more than shelter. Conversely, a decrease in consumer income is followed 
by a decrease in rents, as one of the first effects is to reduce demand for hous- 
ing. A reduced demand for housing creates vacancy, vacancy creates competition 
between the owners of the competing properties, and rents fall. 


Dollar rents will not ordinarily rise in a free market if vacancy is more than 
three per cent. After a period of high vacancy, the initial rise in dollar rents is 
hard to measure because it consists first in a reduction in concessions made dur- 
ing periods of high vacancy. When vacancies are high, it is not at all unusual for 
a one-year lease to contain a concession of one or even two months’ free rent. 
Generally, too, under these conditions an excessive amount of decorating is done 
to hold the tenant. As vacancy disappears, the first reaction is to exclude these 
concessions and probably to continue at the contract rate. Later the contract rate 
itself is raised. 


Rent control prolongs the housing shortage. By preventing rents from rising, 
the incentive which brings rental housing on to the market is destroyed, as only 
when houses can be built which will show a return on the initial investment will 
investors build rental housing in quantity. In no community in which rent control 
was in force at any time in the past has a housing shortage been dissipated without 
some sort of subsidy paid in the long run by the taxpayer. This subsidy may take 
the form of tax concessions, of outright grants of land, of land sold below its val- 
ue, or any one of numerous other devices, 


Rent control for many substitutes the high cost of ownership for higher rent- 
als. Because rent control intensifies the housing shortage by causing persons to 
use 2 larger quantity and quality of space than they could normally afford, housing 
becomes quite scarce and takes ona high scarcity premium, Rental housing is 
not profitable to the owners and the owners attempt to sell at the high price which 
housing will bring. Eviction notices increase and tenants who thought they were 
benefited by rent control find that they are forced to purchase ina scarcity mar- 
ket at a high price with the effect of stabilizing their housing cost at a very high 
level for a long period of years in the future. Without rent control during the pe- 
riod of this shortage they would have paid high rents, but as a surplus of housing 
developed, these rents would drop and the period in which their housing cost was 
high would have been relatively short. 
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a commodity and the other commodities bought and sold, and that is that housing 
is fixed in location and cannot be taken to a favorable market. A shortage of hous- 
ing in one community cannot be supplied ordinarily by transferring the surplus 
from another community. This makes housing and rents more subject to local 
business conditions than any other factor. It is theoretically possible for con- 
struction costs to double over a period of years in some community, but if that 
community in that same period is losing population at a fast enough rate so that 
the demand for housing will never equal the supply in spite of demolitions and ob- 
solescence, rents in that community will not rise and will not reach the point 
where they would pay a return on the cost of replacement. On the other hand, ina 
rapidly growing community a surplus of housing will be rapidly absorbed and the 
depression in rent levels will be shorter and less severe than it would be ina 
community with very slow growth. 


The chart on page 268 shows a comparison of the behavior of residential rents 
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in Los Angeles and in Boston from 1916 to the present. During this period Los 
Angeles has been growing rapidly and a housing shortage with a rapid rise in 
rents developed very early as a result of the First World War. This rapid in- 
crease in rents caused a tremendous increase in new building, which produced a 
large over-supply of dwelling units. This over-supply forced dwelling rents toa 
level considerably below the pre-First World War level. A prevention of a simi- 
lar rise in rents as a stimulant to the construction of rental housing during the 
recent past is the result of our rent control legislation. Rents were frozen in Los 
Angeles in March of 1942 before the rapid rise could take place again. In con- 
trast on our chart Boston, a slowly growing community, developed much less of a 
housing shortage and showed a much smaller increase in rents during the period 
of the twenties. This resulted ina smaller amount of over-building and, conse- 
quently, a lesser drop in rents during the depression, At no time in Boston did 
rents go back to the pre-First World War level. Nothing can be learned from the 
recent past as rents in Boston were frozen in March 1942, andasa result have 
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have had little change since that time. 


The long chart in this report shows the fluctuations in dollar rentals on resi- 
dential space from 1851 to the present in contrast with wholesale building mate- 
rial prices and for the period from 1913 on with the construction cost of the stand- 
ard six-room frame house in St, Louis, This is the only index of residential 
rents in the United States over so long a period. 


It will be noticed that over the entire chart there is a tendency for the two 
lines to move together with certain lags. The line representing building mate- 
rials generally leads the line representing rents by several years. It is unfortu- 
nate that no figures are available on actual construction costs over the entire pe- 
riod, as there is some variation between actual construction costs and wholesale 
building material prices as shown in the later part of the chart. If an index were 
available over the entire period on actual construction costs, it would probably 
show a more gradual rise in construction costs in the earlier periods, as at that 
time labor rates generally rose more slowly in the beginning of a building boom 
than did the prices of construction materials. In the building boom of the 1920’s, 
while construction material costs hit their peak in 1920, building labor on resi- 
dential building did not reach the peak until 1924. 


The present level of construction costs would seem to indicate that one of two 
things must happen in the future - either construction costs must drop, or resi- 
dential rents must rise as, clearly, the two lines are badly out of relationship at 
the present time. 


It is my opinion that these lines will come back into relationship by a drop in 
construction costs and by a rise in residential rents, Rents must move consider- 
ably higher than they are at present, however, as it seems improbable that con- 
struction costs could fall far enough within any reasonable period to provide the 
necessary incentive for the production of a large volume of rental housing. 


Lower interest rates than those which prevailed during a great part of the pe- 
riod shown on this chart will make it unnecessary, however, for rents to maintain 
quite so high a relationship to construction costs as the relationship which pre- 
vailed in the earlier periods. 


Prior to the new wage contract for the coal industries negotiated by John L. 
Lewis, I believed that the larger part of the readjustment would take place bya 
sizable drop in construction costs, and I still think that the drop in construction 
costs will be considerable, but not so great asI thought a month or two ago. It 
seems to me that Mr. Lewis has initiated a new inflation spiral with higher wages 
followed by higher prices, bringing future unbalance into our economy. This will 
also eventually bring about higher rent levels than would otherwise prevail. 
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